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Dear Mr. Fishel,

On February 26, 1997 a group of financial analysts, Frank Governali of Credit Suisse/First Boston, Richard
Klugman of Goldman Sachs, Peter Kennedy of Morgan Stanley, Charles Shelke of Smith Barney, and I,
met with Tom Boasberg, Robert Pepper, Greg Rosston, Jon Garcia, Elliot Maxwell, of the FCC staff and
FCC Chairman Reed Hundt to discuss recent presentations by telecommunications companies to Wall
Street analysts and investor expectations of upcoming regulatory decisions in the access charge reform and
universal service dockets listed above. I have enclosed copies of the publications that the analysts issued
subsequent to the meeting. In accordance with the Commission’s rules, an original and two copies of this
notice are being filed.

Please let me know if you have any questions.
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Plve sall-side analysts, including mysalf, met yestardsy, briefly, with Chairman Hund:, and at much
granter langth with his swaff. Thagoal of themeeting was to get Wall Street’s renction to the RCC's current
thinking about access eform and universal servics, and specifically to test our reaction to the ideas in
Chairman Hundt's spaach i0 NARUC on Rebruary 25%.

In hie spasch, Chairman Hundt reiterated the principlas of the'August Interconnection Order and
focuned on samae of the specific iteens that hiad been raised tn the secass Notics of Proposed Rulemaking
(NPRM, 12/24/96). Hestared that he considers infrastructure compatition most desirable, and helieves
the best way to achleve thet is ta enable new entrants to shars incumbents’ facilities vir resale,

* unbundling, and interconnaction. Hereaffirmad his commitmant to universal servica, and his balisf that

access reform muast be done simulmneoualy with univeraal service Spedifically he stated:

While he doas not bellavs in sepurate fedarnl and siate Punds; hs is inclinad 10 avod jurdictional
litigation by focusing the faderal Univeraa) Servica Mand (USH) on intersiate raveanuss only. We believe
thatis Likely to resultin » fairly small fadesal USK and to be halpful to companies liks Amaritech that are
net contribusars to the Fund, and not helpful to othars like BellSouthvor GTR that are large net takers from
the Fund. He continues to be commited to restructuring access charges in accordance with underlying

. costs, converting fixed costs currently recovared on a per-minute basia to flat rates. He suggested the

name FERC, flat aquitable rats charge, for the flat rate. He suggesied that it might be impasad more
quckly ar to a greatsr degres on second rasidential lines or on multiburiness lines than on first residential
lines,

He asked qﬂg.sqvi&ngszaliosnasi%‘an; looking coats, and
indicated that it might make sanae to move t & markat-based systam more rapidly on originating raffic,
where ths consumar has a cheles absut his local eartier than at the larminating end, whera the consumer
is at the marey of someons alee’s cholea. He also indicatad that initial accaes rate cuts at the originating
and sught be smallay than at the tsrmingiing and.

Like the accase cuts, the USP may be phased in. ?aﬂtggﬂil costs in this
simultaneous proacess, he beltaves the profits [oeal campanies make from, wiralass, publishing and long.
distance should be conaidered as offsets to the “mkings” from the cere business,

Hoalso commentad with ragard ta Ball in-regien long distance entry (section 271 entry) that he looks
to tha states for a recerd on competition in the stataand that "The quality of the recoed compilad by ench
smte comminsion may be mors important than the vote that comaission casis.”

Tha sall-side group, almost all of whom currently are recommnending RBOCs any other LECs rather
than major long distance players, was nsked to comment on saveral points specificaliy:

On cur sxpecmtiony for the finaneinl magnitude of accass cuts et of USF Amding by XCs: everyone
So0rns 1o sxpect an initisl eut of $1-2 billion in year ona, with similar cuts for several years, for a total of
$7 biltion {n § years, No ane in the group would change ratings aver an initial cut of $3 billlon, aa leng
%s the & yuar wam] remains the same o less.
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On the FERC: all faoi that the ability to flat-rate par minure charges would be helpful © AT&T and
athar IXCs a2 long ra they could pass the chazgs through any way it wants. 1t would enable it thewn to
Jower per-minuts rates, which is helpful to high-end users, and placa a flat charge of small users. Wealso
agread that pasaing the FERC through the long-dismnce bill 19 likely to rasult in maore protest from
consumers (han passing it through the local bill, surce many consumars maka litile uee of lang distancs.
Qur group agread that raising tha SLC would be unpopular with Congress but felt It would work beitar
with consumers thamaalves,

Ths group was split on our sxpactatiens of when 271 entry would eceur, with most of us expecting
most of tha eniry in ‘98. The supporters of Ball stocks were clanr that their support of thosa stocks reltes

. most on their balief that significant competition in the local market will devalop slawly, much mure

slowly than the Bells’ entry into long distance in-reglon.

What we believe the PCC took away frem tha meeting was a sanse thal nccese cuts in the $1-3 bitlian
rangs this year would be accapted calmly by the stack market, and that the FERC would be gaad for bath
local talcos and long distancs carriers, but not for pwre CAPs,

We conlinua to sxpact initial access cuta in tha $1-2 billian range, net of univereal servics funding.
Thay may well facus mors an the terminating than originating end:  Wae sxpect additianal prescriptive
cuts over the nexsseveral years uniess m markotitoel] takes down accass rights significantly. We sxpact
a small faderal USP,

We continue to recommend purchase of ATET (T-$41),
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Morning Meceting Comments

FEBRUARY 27, 1999

. , i
TELECOM INOUSTRY UPCATE ;

Pive sall-side Analysts, inchuding myself, met yestarday, briefly, with Chairman Hundt, and at much
Frantsr langth with his safl. Thagoal of themeeting was to get Wall Street’srenction to the PCC's current
thinking about access eform and universal servics, and specifically ta test our renction to the ideas In
Chairman Hundt's spasch 0 NARUC on Rebruary 35*.

In his spesch, Chairman Hundt reitsentad the principlas of the August Interconnection Order and
focuned on some of the specific items that had been raised tn the spcass Notics of Proposad Rulemaking
ONPRM, 12/34/96). He stated that he considers infrastructure competition most desirable, and helieves
the best way to achieve that is ta enable new enitrants to shars incumbents’ facilitias via rasnle,
unbundling, and intercennection. Hereaffirmad his commitsnant to universal sscvica, and his belisf that
accass reform muast be done simulimneously with universal service. Specifically he steted:

While he doas not believe in sepusate fedami and state Punds; hs is inclined to avoid jurisdictional
Litigation by focusing the faderal Universal Service Mand (LUSE) ori interstate revenues only. We belisve
thatis Likaly to result in » fairly small faderal USP and to be halpful to companies like Ameritech that are
net contribusars to the Pund, and not helpful te others Nka BallSeuthior GTE thatare large net takers from
the Fund. He conlinues to be comminad to restructuring sccess wm secordance with underlying

. casts, converting flxed cona currently recovarad an a per-minue basia to flat rates. He suggeated the

nama FERC, flat squitable rats charge, for the fat rats. He suggesied that it might be imposad more
quicklyar to a greatar degree on second residential linea or on multibusineas lines than on firet residential

lines.

He asked for commaent on spesd afbmdﬂonmmovln nmn:{wgs to forwasd looking coats, and
indicated Mumightmhmcbmunmhmwmmmuptdlymmmm“fﬁc
where ths consumar has a cholcs about his local cartier than at the larminating end, whara tha consurmner
in at the marey of someone alpe’s chaies. He alsn indicated that initial accsss rabe cuts at the ariginating
and mught be smaller than at the termingting end.

Like the accase cuts, the USF may be phased in. h\eunddtwgmv-yquddd coats in this
simuliansous process, ha baltaves the profits local companies maki from, wiralass, publishing and long-
distance shauld be conaidered as offseis to the “takings” from tha core business.

Haalso comimentad with ragard ta Ball in-region long distancesniry (section 271 entry) that he looks
to tha stntes for & recerd on competition in the stnte and that moquohtyofmmdumpiuwuh
39te comminsion may be mors impartant than the vots that commission casis.”

The sali-side group, almost all of whom currently are recommending RBOCS any other LECs rather

than majer long distance playirs, was uhd 1o comment on severil points specifically:

On our expecmtiony for the finanein mmmdoofaeem cumpdt of USF funding by XCs: everyone
soorns 10 expact an initis] eut of $1-2 billion in pear ans, With alrniiar cuts far sevaral years, for a total of
$7 bilkion in § ysars. No one in the group would change ratings duer an initial cut of $3 billion, s long
ne the & yenr 1aml remains the sams ov less.
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On the FERC: all fool that the ability to flat-rate per minia charges would be helpful © AT&T and ;
othar XCé as long ns they could pass the chazgs through any way it wants. It would enable it them to !
1ower per-minuta rates, which is helpful to high-end usets, and piacea flat charge of small users. Wealse ‘
agread that passing the PERC threugh the long-distance bill 19 lfkely to result in mare protest frem :
consumers than passing it through the lacal bill, suice many consumers make litils ues of long distancs.

Our graup agreaed that ralsing the SLC would be unpopular with Congrees but felt it would work better
with consumaers thamaalves,

The group was split on our sxpactatiens of whan 271 entry would oceur, with most of us expecting i
most of tha entry in ‘88. The supporters of Bell stocks were clenr that their support of thosa stocks relies :

. moat on thelr belief that significant competition in the local market will devalop slawly, much mure
slowly than the Bells’ sntry into long distance in-region.

o opms

What we believe the FCC took away from tha mesting was a ssnse that nccass cuts in the §1-3 billien
range this year would beaccapted calmly by the stack market, and that the FERC would be goad for bath
loeal taleos and long distancs carriers, but not for pure CAPs,

Wae continua to expect initial access cuts in the 31-2 billion range, nat of universal ssrvics funding.
Thay may wall focus mors an the terminaung than criginating end, Wa expect additional preseriptive :
cuts over the nextseveral yanrs uniess tha marketitself takes own accass rights significantly. We sxpect i
a sonll federal USP, ’ ' |

We continua to recommend purchase of AT&T (T-$41),
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Morning Meeting Comments

FEBRUARY 27, 1909

TELECOM INDUST™RY UPgaTE ;

Plva sajl-side analysts, including mysall, met yestarday, hmﬂy', with Chairman Hundt, and at much
groatsr langth with his swff. Thagoal of themesting wap to gt Wall Street’s reaction ta the FCC's current
thinking about accsss reform and univarsal servics, and specifically to test our renction to the ideas In
Chnirman Hundt's spasch 10 NARUC on Rebruary 35*.

In hie spasch, Chairman Hundt reitsentad the principles of tl\oAum [ntersonnection Ordar and
focunsd on somae of the specific items that had been raised in the apcess Notics of Proposad Rulemaking
ONPRM, 12/34/96). Hestated that he conaiders infrastructure compatition most desirable, and believes
the beat way to achieve that is to snable new entrants ta shars incumbents’ facilitiss via resnle,
unbundiing, and interconnection. He reaffirmad his commitmaent to universal eecvica, and his balief that
access reform muat be done simumneously with universal service, Spedfically hse stated:

While he doas not belisve in separate fedaml and state Punds; he is inclined o aveyd jurisdictional
Utigation by focasing the federal Universa} Service Pand (USH) ori tnterstate revenuss only. W balisve
thatis likaely to rasultin a fairly small fadeeal USE and to be halpful to companies like Amariiech that are
net contribusars to the Fund, and not helpful to athars ke BellScuthiar GTE thataralarge net takers from
the Fund. He continuss to be comsmiriad to restructuring access charges in accordance with underlying

. casts, converting Rxed costs currently recovered on pu-mm\mbuu to Flat rates. He suggasted the

nama FERC, flat equitable rate charge, for the flat rats. He suggested that it might be impasad more
quickly or to a graatar degres on second rasidential linsa or on multibusiness lines than on first residential

lines.

mukdfwmmnvyoddumdnmnm leu!MhtnfMlookmlmﬂ.ﬂld
indicated thightmhmhmunmhr-bmdmmmnpmyn ariginating traffic,
whate tha consurner has a cheice about his local cartist than at the tarminating end, whara the consumer
in at the merey of someone elee’s choles. He also indicatad that inital accass rabe cuts at the oniginating
end might be stnallar than a? the tsrmingting and.

Like the accase cuts, the USF may be phased in. hemddnh{ﬁmvaqfnbddd costs in this
simuliansous precess, ha baltaves the profits loeal campaniss maks from, wiralass, publishing and long-
distance should be considered as cffseid to the “takings” from the core business.

Healso comnaentad with ragard te Ball in-region long distiance sntry (section 271 antry) that he looks
to the states for & ecerd o competition in the state and that moq-untycf:h.m compiled by anch
state comminsion may be mors important than the vote that camnmission casis.”

The sall-sids group, almost Al of wham currently are recomunending RBOCs ang othwe LBCs rather

than major long distance players, was nsked to comment on ssveral points specificaliy:

On our expecmtiony for the financin! magnitude of access cuts uet of USF Aunding by IXCs: everyone
soarns to expect an initial eut of $1-2 billion in year one, with similar cuits jor several years, for a total of
$7 billion in § ysars, No one In the group weould change mtings dver an nitial cut of $3 billion, as leng
ne the § year sl remaine the same oy less.
e e e
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On the FERC: all foe] that ths ability to flatrate per minuce charges would be helpful t© AT&T and
athar IXCs as long as they could pass the chargs through any way {t wans. It would enable it them to
Inwer per-minuts rates, which is helpful to high-and users, and placa a flat charge of small users. Waalse
agread that paseing the PERC through the long-distance bill s likely to rasult in more protest from
consumers than passing it theough the loeal bill, snce many consumars maka litile use of lang distanca.
Qur graup agreed that raising the SLC would be unpopular with Congrass but falt it would work bettar

with consumaers themaalves,

The group was aplit on our sxpectatiens of when 271 entry would eceur, with most of us expecting
mast of tha entey in ‘58. The supportees of Ball stocks were clenr that thair support of those stocks relias

. most on theiy belief that significant competition in the local market will daveiop slowly, much mure

slowly than the Balls’ eniry into long distance in-region.

What we believe the RCC took away from the mesting was & sense thal access cuts in the $1.9 bilfian
range this year wauld beaccapted cRimly by the stack market, and that the FERC would be goad for bath
local talcos and long distancs carriers, But not for pure CAPs,

Wa continua to expect initial access cuta in the $1-2 billion rangs, net of univerea! servics funding.
Thay may well focus mors an the terminaung than criginating end.  Wa expect additional prescriptive
cuty over the nextsaveral years unless mImkoﬂmli takes down accass rights significantly. We supect
a smll federal USP,

We continus to recommend purchase of AT&T (T-$41).
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Equity Research
Bricfing Note
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Stephanie Comfort (303) 740-6655
Peter Kannedy (212) 761-8033

Date: Mach: §, 1997

KEY POINTS

Yesarday we mes with the FOC o discuss aczess reform
and universal swvice. The FCC was lockieg far Wall
Swects sxpestations end reantions o various cewames.

Although the process is still fuld, wo balieve this Drasdng
combined with owr intsrprotation of Chalrtaan Reed Hundr's
tecent speech to the National Association of Rogulatory
Wnility Cacamissiogers has given us 3 betrer seuse,
divectionally, of whezs the Commission is going.

As you recall. the 1996 Telecam Act required that the
Universal Fuad, a8 explicit subsidy fund, be cahasced (o
suppon telscommunications services for law income
housshoids, high cost arcas and subsidize public schools,
lidearies cac. Today these subsidies are grimmily achieved
Hucugh implicit support mechanisms (accoss revonuas).
The goal of the FOC bas besu 1 resructuss e support
mechanisms from nplicit to sxplicit cubsidias, This is why
sccess mform and universal servics are to inlereined.

Accam Reform.

According to FCC reponis, in 1995 thars was $31B for in
sccess charges peld 1 the losal exchangs provides. This
cansims of $7.18 in endewsr revanuss with the romaining
revenuss age darived from originating and erminating per
misue access charges paid by the inmse axchangs carriers
(IXCs). Today, wefiic ssasidve sconsg rases are jux bulow
$0.03 per miatie. Thesc aceess taias have hissorically sever
botn based om cast but have been usad © subsddias other
high cost cocapousats of the jocal aetwork. The FOC
mkands t drive iatar-scuy access sams down w0 cox ovey
sams Gme period.. With cunmat estimass for forward

looking omic cora coming in az $0.004-30.01. these is
2 sap berwesp aurrent trifis and cost
prejecti

: dsiv ralorm will be realiged drough reo

- Ooe of aliornatives meatioped vas

it charges. A pextion of accuss tates todsy (30.004-
2 what are known s carriar common lise charges.
ges Wars crested to support the high cost of the

Instead of paying a per minee charge, LD
i will pay a fixed cost per pro-subscribed line.

espeoisjy thase with high eod customers. By plzcing 2
greater|bartion of vasiakile cost into fixed costs.

pterexrhange providess will be abls to offer prios incentives
imifiate volume demand while keeping a gwaier porion

. By piacing mare of the revenus inlo fixed pos
303, it disincants the cremm skizuming of high cad

recoxing is slightly Savorable for the RBOCs
usy| this domt dislnoest cream skimaning but it also
the benefit of access volume growth ia the acowork.

Tk sumenndum ie based on infornaten avaliable 1 O

publis. No rcproncasasion I

e ks is aaceris or aomplon. This mpmsemndwn la st 2

of%he % buy a¢ sefl or 3 coliclting of e ofiat © bay or 10} the Sevwities meoenad. Miorgun Stumisy & Co. Jac. 3nd odms wsacizied with i ey have
positions iu mnd offact UAERCHORS In accarisics of companies Renoncd aed Ray i .'meu-tn-tum_-uﬁ-ht-:
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We also balisve there will be substantial reducdons in _-viahalsaﬁnﬂl-&ilfcll-f[ri
access Tains driving the traffic sentidve portion down 0 this is a it of poswusing by the FCC. The rural states wigh
$0.005-$0.01 rangs over the naxt theee to five yoars. We less ications revenues and higher cons

bolicve that these rates will be reduced dough & structurcs would be better off with one Fedaral Fuud.
combinetion of regulatocy curs and prescribed minimmems for unﬂ_ﬂu‘ﬂqﬁn;;rtssg
market based reduction, with pardoular smphases on Gnco_._ that the majarity of Staics would banefit from
Implications Fixed Charge - With the raductions in access, the FCC bas

o . ) Sa&L!%gElsisn
-)ul:gsngis.ﬁo_g.ugm«o«ndus E.?nam._ fund. The machnian et is cucrently being

the sxcent retail prices remain sdckier aad do not decline as i is 3 flax vz, called the flat and equitable e

fast 23 SOCA. n_.!.non_ ERC), based ov pre-subscribed lines. The chage
- For the CLECs this is 3 slight nagative bacauiss of their " ._,_uh__o_.r_:l._: forall e, muif-foes oo
aaditiooal CAP business which relisd beavily on accnss ‘ '

razs. ‘The CLEC ox Disl tons business is jess impacesd FCC uscs Inncrseate Revenves o Fand the Federal Portioa of
becauss of the diverse revenus streams of jotal, wil and Universill Funds. If the FCC goes with only Intecsuae
secess. vaek, o local or intrastate seveasies will be affuctad

« The RBOCs should fasl pretsuss fom 2y sighificant cuis
in apcass. k is their most peofiseble revesus, with 0% +
magas. To the axwes that the access reductions are not
supplementad with Universal Sexvics payments, thess U the FAIC remains on it presmst Taok. with the igtarstas
reductions will vissually all fall co the botom lins. .

Univarsal Sarvica Fund

The exact sise of the fand bas yat o be desermzined, b it
appuals o be substantially less Thea the presenc implicit
fund. Cuzrently the Commission sstimasss thet these is )
$23B in access chirges that zse flowing w Iscumbent local plazp appear 1 bs the winners in access referm.
sxchange casviess (JLECs) trom IXCs.  The cosention that hough the timing wnd mugniteds is still unclonr, we
has arisea is how much of the access Tevennss go towands hat wet peyments  the ILECS will decline.
real costs snd  how large should the new explicit subsidy be. _
The ILECs balieve they should be kupt whale or cless ©
whole, whils che IXCs think the explicit fond should be $5-
10B. We tmlisve the Stwoat is anticipmsing the fond will end
up in the S108-158.

The FCC is carrsanly in negotiations with the Stais PUCs on Tinniiﬁagggé .
just how w0 appronch the fond. Will there be two saparste F.vla_. ILECs wmors than the CLECs. In mgands to _
funds (Inre-state and INserstais) or oms lacgs umivarsal fand?  URiversal services conniburions, if the FOC desitias on a0 i

above _g The CLECs will bs impactad by sccess
Juctinps, but these raductions will be phased im ad will

The FCC's position today. is tha: unless there ic conssnms . fond oaly, CLECs will not have 1 conoibuie sny |
snong the Staws, the POC will just . wn interyass ave) from its corc buse. ‘Thase CLECs with 3 largo : h
universal fund asd Jot the Staes fead for themsaives onthe  POTIIonf LD revenncs will be besaficiarios of this raform.

shortfalls. We beliswe tha FCC is s bit shy after the Stais _
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Accass rams Teductions should eat inte probtsble mvenucs
with a0 compless offsst by univerm] asrvies. RBOCs will
nesd 1o rely oa Stales for rebalancing or sate (us usiverwal
scrvice fmds. On the pesitive side, the market wag eating ‘
into the bigh ead businces accass snd wauld ovesmally briag _
down razes with no schalancing. Plat rams will eass some of _
the cream sikisuming I

_
)
i
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e e EICs cunly ressive S loag disnnce aurias will i
I convasind f» flen-tuis shougs. )
) Tix axasioacing seamz chasges conld be deiven dows fasior i negative pusisive positive
than aciginming esuss charges slace thas is Jyer wamlet pranwe iy
(re compuiision) on edglanting then wn Srwnisafag vicenr (Susxnes _
doi't cheuss whe wEniews Yl calle)- _
Siuljl omrynes wivemnl ‘ | Epdve v ponitivn
"-H.ll-r![.l!tt'[!!&b. .
. _
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A sacle ae
_ aaticigndng.
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i
|
|
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|
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Date: Maxch S, 1997
Type: Industry Overvisw

KEY POINTS

Yesarday we mex wikh the FOC 1o discuss aczess refoem
and uaiversal smvice. The ROC was lookieg far Wall
Swexes sxpectations end ceactions to vaxious cewames.

Although the procoss is still fiuid, wo balisve this Dwasding
combined with owr inserpretation of Chalrman Reed Hundr's
recent speach to the National Associarion of Ragulatory
UWnility Commissiogers has given us 2 belter semse,
directionally, of whee the Commission is going.

As you recall. the 1996 Telacam Act roguirad that the
Universal Foad, as explici: subsidy fund, be sahancad 1o
suppon islecommunications services for law income
houssholds, high cost arcas and subsidize public schoois,
Nbraries cic. Today these subsidies are primerily achisved
tuough implicit support mechahinns (sccoss revonuss).
The goal of the ROT kas bess 10 restructuss the support
nwohanisms from impheit to asphicit subsidies. This is why
sccass neform and universal servics are so mlertwined.

Accam Raferm,

According to FCC tepotis, in 1998 thers was $31B for in
accass chagpes pedd 1o the local axchange providess. This
cahsiats of 537.1B in endxwer rovesus with the reisiag
revenuss sre darivad from originating and cerminating per
mimste access charges peld by the inner axchangs carrian
(DXCs). Todey, suflic ssasitive socass rass ae jus bulow
$0.03 per miatie. Those acesus tatas have hisworienlly aever
been based om cast bug have besn uaed to subsidizs other
high cost compousats of the ocal sstwork. The FCC
mtowds to drive (atar-state accass rates down %0 cox over
sams ties period.. With curneat sstimess for forward

oinic cos coming in ax $0.004-30.01. theee is

| chargss. A pextion of access Tagss (aday (50.004-

thers are not oreffic sensitive and should indsed be a
Instend of paying a per minute charge, LD
gis will pay a fixad cost per pte-subscrided line.

e pravidesy will bs abis to offer prioe incentives
valume demand while kecping 3 gwafer portion

the CLECS, we believe (s is slightly negativo in the
s . By placing more of the revenue inio fixed pes
0ues, it disincanss the cresin akimming of high cad

recoxring is stighty favorable for the RBOCs
this doss disinoact cream skimming but it also
the benefil of access volume growsh in the actwork

Thls oumunadum it basad op informotion sallabls © gn

is. No rcproacpmasion is
offhe 10 buy or pefl wa“d.ﬂhhwﬂ?&hm

e ks is cacanis or somplem. This mumamnden is snt a8
lorgun Stanley & Co. jc. mnd oo saseciziad wit) it ey have

positinns in e effect WAERCHORS In eI of companies mamioncd ad Ry aiso rkrfecn or ami 10 pErtoom invessmus: hasking wrvi s for thoe
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We aiso believe there will be substantia) reduedons in F!.!Loi&agar-cl’-r-[ri
access Tains driving the waffic sensitve portion down o a.v.!._:..usas_ﬂn. The rural stales wish
$0.005-S0.01 range aver the next theee te five yoars. We _n- Tevermes and higher costs
belicve that thege rates will bs reducad drough & structurcs would be batier off with one Fedaral Faud.
combisation of regulatory cuts and prescribed minigums for B u...vﬂﬁn!n; FFFFF states,
maskes basad reduction, with pardcules smphases on we belieye that the majariry of Swics would bencfiy frem
Implications Fixed Charge - With the raductions in eccess, the FCC bas

ELS%EE @ suppon the
- Agxin this ia n posizive for the long dimance providess 1o univers:i fund. The machenism et is curently being
the sxtent retail pricas remain sdckier ind do not docline as di _u flox raze, called the fiat and equitable rate

fast a3 sooass. based ov pre-subscribed liacs. The chage

- For the CLECs this is 8 slight agative bacatse of their & ..‘_uh__o_.r_...l___ forall [, muid-Roes 20
aaditiooal CAP business which relied beavily on acosss ; PrOTRIS

razs. The CLEC or Dial tons busizess is less impaced FCC uses Intersoase Revenses to Fand the Federal Partion of
bacause of the diverse reveane seeams of Jotal, roll and Universs] Funds. If the FCC goes with only Intersiase
eecess- ._ no local or inzrustate revenues will be affurtad

« The RBOCs should fasl prezsuce fiom agy significant cuis
in asoass. It is their mos psofimble revenvs, with 008 +
magas. Te the axues that e sccess rductions are not
supplezneniad with Universal Sexvice payments, thess U the FYC remains on it presant ook with the istersas
reductions will vircaally all fall co the boom lins. .

oﬂo«ls-..-a;il This doss pot account
Thwe sxact sise of the fond has yat 1o bs desermined, bt ix :
appuars 10 be substantially less Yhas the presenc implicit
fuad. Cumvently the Comenission estlmates thes these is |
$23B i ancess chigges thut x flowing 1o locumbent local LD plavprs appear to be the winners in access referm.
exchange cagviers (ILECs) trom IXCs. The coatenton thas g Eug-.l_!-‘.!n- iy »gil} vnclenr, we
hag arisea is how much of the CCENS TEvERnes §O owands _u_#.a wet payments to the ILECS will decline.

real costs mnd boW lurge chould the new axplicit subsidy be.
The ILBCs believe they should be kept whaie or closs &
whole, whils che IXCs think the explicit fond should be $5-

10B. We balisve the Stwoax is ansicipssing the fand will end
up in the S108-158, -_l.a- gﬂfﬁt&'i nccess

The FOC is curmeatly in negatiations with the Stats PUCson Timiifgggé )
just how t appronch the fond. Will there be two saparate !v-n. ILECs more than the CLECs. In mgards to

fusds (Intre-state and Daterseais) or oms incgs usiversal fand? Eiunnan?.nni.n the FCC desilias cn an '
wrssalf fand ouly, CLECS will not have o contribuie say |

The FCC's position today. is tha: unless there is conssnsus _

smong the Stams, the PCC will just rws an interstass from ics core buse. ‘Thase CLECs with 3 large :
universal fund and Jet the Stases Sead fox themselvas onthe  PORTIon§f LD revenues will be bunaficiarios of this rafocm.
shordalls. Wa beliove tha RCC iz a bit shy after the Staes _

This mememadum is hasad on informaden aveitobic 1o fhe pabdic. No reprtusatarion et i3 s amale or mpiuts, This memomninm ls nol aa
oflar s bay or 328 or 2 silciastiow of ab 6ffar v buy or i) the sccwride memsioued. Staplcy & Cs. \oc. and ety asnccinsed witk it say howe
povidons is and sifess Wapsactiots in seewiiss of conganiss mentoned wel may 3iat {arform ar sk e parform invapmmmnt banliag srvices for theus
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ILECs

Accass rats teductions shoold aat inee proftsble mvenucs
with 5o compiets offsst by univerm)] agvics. RBOCS will
need 1o rely on Stiss for rebalanciag or mats fun ustiveral l
scrvice fands. On the pasitive sids, the marioss wag eating ‘
into the high ead busincss access ed would evezmally bring '
down rates with no rehalsncing. Pl rams will eass some of ]
the cream sidouming i

!

|

i

Table 1
Possible Elaments of Access Rafetm and Universal Seivice Famd From FCC

Posie Puanml |
(1) Acens enducidans will s ¢ combingsioa of w0 wplont !
st (pumsibly 5132 billiva) wnd 2 washoninm 1 drive down o
acoms (s ceut over 3 pun-dersmainnd gesod of dme (ia. 3-5 ym)

(D Az ocams charges ams deiven down. souss sangy bamed changes
st LG cusmndy resive o leag dstncs asias will
In convesnd o> fas-puis chggy.

) Tix urminssing assant changas could he deiven dows faster

e esiginming eousss chacges Sines G is Jyow mubes presse
(o compuiieinn) on esiginniing than wn Srvuinnfing sucant (oS
don't checes wim waninews Poly calln)-

(€ The FOC i considiexing vming st ax inremee waivesnl
service fmd whish veeld to smiier dms easonly lmving
t:-h“unﬂﬂh”-&udm

Nox Nt

t
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1 1 i

i
i
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i Type: Indnary Overview
T
KEY POINTS looking jsconomic coss coming in sz $0.004-30.01. thece is
Yesterdxy we met with the RCC o discwuss aczets reform o .. e I nad comt
and universal servics. The ROC was looking far Wall peoyect
Surcts sxpeciations snd cxactions to various cutsomes. Wel ) this reform will be realized drough two
e i% still fhaid, wo balieve this Dresd heds:, remrustucing and sawight raductions.
combined wih osr impretation of Chalrman Reed FHundt's siuring - Ope of altornatives meatioped “»as to
recent spaach to the National Associarion of Rogulatory conver{vasiable carrier common Line (OCL) chuges into
Unility Commissioners kas given us & betzer sease, ifle charges. A panion of access tates tday ($0.004-

divectionally, of whexe the Commission is going. re What are imown ae earzier common line chargss.

As you recall. the 1996 Telacam Act requirad that the
Universal Foad, as explicit subsidy fund, be eahanced (o
suppon islscommunications setvices for law income
households, high cost arces and subsidize public schools,
Nbraries c1c. Today these subsidies are primerily achisved
tuough implicit support mechanisns (sccoss revopuas).
The goal of the FCC has bes 10 Tesruciurs the support
mwohanisms from imsphieit to anplici: subsidias, This is why
sccess reform and universal servics are so inlertwined.

Accuss Reform.

According to FOC reporu, in 1995 thars was $31B for in
sccass charges peid m the local sxchangs providers. This
consiaty of $7.1B in endumsr revanue with the remaisieg . For
$24b from swisched and spacial access. Swilched actiats shert
revenuss afs darived froen originsting and wrminating per line revse
mimits access charges pald by the inler anciings carviers asers.
(KCs)- Today, wafiic ssaslitive sommag rates as jus bulow
$0.03 per minits. Those aceess taias have historienlly sever . This frstrucamiag is slightly favorable for the RBOCs
been based o cost bug have been vead w subsidize other hecansy! this doss disinoent crynm skimming bt it also
high cost componeats of the local netwark. The FCC the benefit of access volume growth ia the nctwork.
mkands w drive {ntar-stute access tates down 10 cox over
aoms tizmo period.. With cuneat estimass for forwaxd

thts are not taffic sensitive and should indsed be a
Instand of paying a per minue charge, LD
sts will pay a fizad cost per pro-subscribed line.

rhmmnuﬂuhunmm
o -y!ha:ﬁﬁd:dm By plecing a

mﬂuhﬁhmoﬁrmmm
fe volums demend while keeping 8 pualer pardon

CLECS, we believe (his is slightly osgative in the
. By placing mere of the revenue info fixed pet
s, it disincanss the cream akimming of high cad

Thls numonadum i based op informotion sialiable © @ publis. No rcprocpasion s s & ls canwins or asmplets. This mgmompdem is sot 2
ol 10 buy o¢ saf) o 2 caliciatieg o8 4n ofiar 18 buy or el Ibe serurities rosolionnd. L-nmsn-.uu.—--s--mumm
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We iilso balieve thers will be substantial reduedons in tﬂ.drsaﬁngit-"-r-lli
access Tains driving the raffic sensitve portion down o navoﬂawncwelﬁ.ﬁ The rural staies wigh
$0.005-$0.01 raage aver the haxt theee to five years. We rﬂ-EJ Teveuues and higher coms
bolicve that these rates will be reducad deough o gﬂ(ﬁﬁf!oﬂl&.ﬁgg
combisation of regulatory cuis and prescribod wisspumns for u...voaﬁ!ng ttttt states,
maziet based reduction. with pardculer smphases on we beligyve that the majarity of Staics would bencth from
Implications Fixed Charge - With the reductions jn sccass, the FCC bas

ELB%EE! 0 suppon the
- Agxin this {a n positive for the long disance providers 10 univessii fund. The machsnism ®et is cutrently being
the sxeent reiail prices ramain sdckier 2ud do not decline as di is 3 fls rae, called the flas and equitable rue
fast 23 sccass. chmge (FERC), based ov pre-subscyibad lincs. The charge:

- For the CLECs this is & slight nagative bacauss of their iy N

siziconl CAP busi bick relied beavily on second Jjnes will probably heve promiusas actached.
rams. The CLEC ot Dial tons business is jess impanesd FCC uses Invcrseass Rovenses m Fund the Faderal Pordon of
becauss of the diverss revenas sireams of Jotal, roll and i Fusils. If the FCC goes with only Intersiaie
secass. , ._ 1o Jocal or intrastate reveanes will be affectad

k|
- The RBOCs should fesl pratsrs om 20y sighificanccus 02 ¥ _ the FCC Fund.

i acosss. Kt is their most pecfimble revegus, with 10% + Not Imgiac
magas. To the axwas thet the ancess reductions are hot
supplementad with Universel Servics paymenss, thess 5! romains on its present rack. with the interstes
reductions will viecaally all fall t the bottom livs. _ . w5 could see the ILECs' eubsidy pool shrink by
Dnivarsal Servics Fand

The exact sise of the fand has yat 1o b desermined, by it
appuals 1o be substantially iess thas the Present implicit
fund. Cxrently the Comenission sstimetss thet thess is }
$238 in access chigges that me fiowing 10 Iacambent local LD playprs appear o be the winners in access reform.
exchange cagviets (ILECs) from IXCs. The coamntion thas hough the timing snd mugniteds is still vocienr, we
Nag arisea is how much of thhe ScCess Tevennes §o towands belicve gt net paymeants o the ILECS will decline.

real costs and how large thould the new explicit subsidy be. ,
The ILECs balisve they should be kept whais or class

whole, whils die DICs think the explicit fund should be $5-
10B. We belisve the Sweet is anticipaing the fund will end

just how ™ appronch the fomd. Wil thcre be two separsme !.!... ILECs moys then the CLECs. In mgaris to
funds (Intra-state aid Intermats) or oms kexgs uaiverssl fund? %ﬁ?&&nﬂﬂiﬂgl

The FOCs position today. is tha: wnless thers is consensus / _ Eu.._u CLECs will not have 1o conibwe sy
smong the Staws, the PCC will just ran wn interstass . from its carc buse.  Thase CLECs with 3 large :
usiversal Snd aod ot the Stases fxad for themseives on the pottion|f LD revenncs will be bansiciaries o this reform.
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ILECs

Ascess rams redoctions should eat inee profisble mvenucs 1
with 50 compless offset by amiversal ssviee. RBOCs will g
nesd 15 rely on States for rebalanciag o sEats (U usivermal ]
scrvice Sumds. On the pasitive side, the marker was sating :
into tbe bigh sud business access and weld evenmally bring
down rates with no sehalencing. iat ruses will case some of
the crsam sidoaming-
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PoudisPusml l BEC LoogDie ____ _ ciec
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msithee
(D) Az scoms chargee ass debvan down, soms smps basvd harges positive pesidve seguive
pusivwe

G the [LBC: cummily Fesuivs (o loag diennes aaian wilt
I convasind ©» flus-pain sl

) Tim ammloaring essmss chaggas coald be deiven dows Aumer

than acigimsing sevsss sharges sines e is v matet prossae
(= sompuiision) o sigienting then = Svaisafiay teicens (Ssomer
don't chevss win uaRingws Gair call)-

() The RO i« consikiezing muming joit ae inervts weivenl
servion fund whish weeld te smlier tms cusondly cxpscmd. laving
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Broadoast - All Qffices Telsphone: 780-6210
Coda: A Oute:March 10, 1997

Industry: Telecomn Barvices
Subject: Mesting with FCC Suaff & Chalrmen To Discuas Access Raform and Universal Service

Ratings: No Change
Summary

On May 8 tha FCC must iasue its order on Access Charge Reform and Universal Service funding. The FOC
wants to kesp the Street's expectarions in line with reality, and 1o insure i is aware of expectations - thus
mestings have been conducted with the Strest. The PCC is not telling people what h intends to do, but rather
reviewing the various options. Our meeting yesterday provided no basis to change our current view on access
charge and universal service reform: we continue (o believe that access reform will trign annual LEC revenues by

35 to §7 billien (nex), by the end of & 3 W0 5 year transition period. Universal service fund would be §6 to $8
billion. Reformed access charges will be comprised of fixed per-line churge, combined with usage sensitive fee_l

¢ Mecting with FCC Staffers with brief visit by Chairman Handt. Yesterday, February 26, we, along with
four other sell-siders, met with FCC senior staffers and briefly with Chairman Reed Hundt, The avowud
purpose of the mesting was to gauge the expeciation of Wall Swreed to various policy aptions in the FCC
arsenal regarding access reform and universal servics, The FCC has been holding thase meetings, and will
hold others, to ensure it is adequately considering all options in its policy development, and 10 insurs the
Street iy wol in Joft field as it relales to expected ouoomes. This is a smart move by the FCC, of course
assuming, federal policy is not being dictated by stock prices - which of course it is not, By May B the FOC
is required to come up with its order on access charge reform and universal service funding The task is
deunting and the implications profound for the industry. These issues get af the very haart of U.S. telecom
policy and will bs two of the prime determinants of wheiher or not competition succeasfully encars the local
arena. (The others are the interconnect rules and the timing of RBOC entry into long distance.)

» Huadt Lays Out Policy Principles In Presentation to NARUC On February 28. On Tuesday Chairman
Hundt presenied and outlins of policy priorties and principles 1o the National Association of Regulated Ulility
Commissiors. It is useful to consider his points, because it was this speech that was che backdrop for our
discussion with the FCC officials on Wednesday. First, Hundt reinforced the notion that access chargss need
lo get down 10 forward looking sosis. Second, that the recovery of costs had 1o be done on s basis that
encouraged compotition and reflected the economis incurrence of cost. Thus, he supported the joint Board
tscommendation io collest access on both a fixed und variable basis - 4 fixed monthly per line charge
combined with a lower usage element. Third, he reconfirmed his position thaj the LECs should not be assured
of fully recovering historic costs in access reform or interconnection, Fourth, he reconfirmed his commitment
to 2 truasitional implementation of reduced access charges (not a dislocating flash cur).

e No suggestion of revenue ncutral reformn of accass charges. Recently thare have been stories circularing
that sccess reform will and up being a “revenue~ncutral™ wransition for the LECy, We definitely did not hear
this yesicrday. There can be several interpretutions of what revenue neutrs! medns. By our definicion, it
means that access charges themsejvey are changed in such a way as t not cffect the net revanue collecwed for
access. Thus, based on our dixcusaion yesterday, we continue o believe chut access charges will be cut,
producing a net reduction in revenue 1o the LECrk on an annual basis of 55 to $7 billion by the end of a throe
o five year transition period. We cxpect the 1997 cut, and subsequent additional cuts to low) ST 1o $2
billion, adding up to the toal $5 10 57 billion.
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" We have aax and do not view this level of acoess cuts 1o be dramatic. This leve! of cuts is in line with the
revenue teductions abeorbed by the LEC industry in their annual price cap adjustmenis. This leve! of cuts
cerwinly holds down revenue growth, but it in no way compromises their ability to fund capital investment
aid maintain the local nstworks, which is a key concern of regulators and politicians.

The FCC is committed to changing the way accass charges are collected. The agency wanis 1o maka the
method of collection more reflective of the way in which costs are incurred by the LECx. Thus. it wants to
got awey from collecting the access charges pursly on 8 usage sensitive basls. The FCC is supporting the
Joint Board’s recommendation to make sccess charge collection a combination of ¢ fixed monthly per line fee,
and 2 smaller usage sansilive componens. Just us accesx charges wday are collected divectly from the long
distance cariers, these newly formulused access churges will still be collected directly from long distance
carriers, And, just as long distance cuviers make their own decisions today on how 10 recover their access
costs in pricing o end users, they will do the same in the (Uture. Thus. if the per liae charge ends up being
52 per month for standard telcphone lines, (a reasonable (evel) the lang distance carviers would be able to
make the choilce whether to pass this foe directly to consumers, or to some how mask it in their long distance
rates. ,

o Implications of A Fixed Per Lins Charge Combined With a Usage Sensitive Component. The change in
the way access charges are collected has positive and negative consequences for both LECs and new entrants.
For the LECs, the positive is that it wil) remove some of the opporunity for competitors to cherry pick high
end customers, who generate s lot access revonues through long distance calling. The negstive is that with a
smaller usage sensitive churge the LECs won't enjoy as much of 8 revenue pick-up with volume growth. For
CAPs the nelw regime woiild caks away some of the opparwnity for cherry picking at the op. But as Reed
Hundk said yestarday: “we want to wm CAPs imo CLECs" (Competitive Local Exchangs Carviers.) The
opporwunity for CLECs remains undiminished by this change. Similurly, for long distence curriers, sagss 10
become CLECs this change would not he significamt. For jong dixtancs carviers the key issue is the size of the
a0cess revenue cut, Aot so much its distribution. However, if long distancé carriers have to pay a high per-
line fee, then very low end customers become unatiractive. If a current pre-subscribed cusiomars makes litle
to no long distance calls, than the carrier will want to drop this cusiomer, since the revenue mighe not even
cover the per line fee.

= Implications For Stocks. We continue 10 believe the growth outiook for the RBOCS is & 3% to 7% growth
race. This is based on the level of access cuts described above, eatry into long distance in the second haif of
1998, and competitive pressures siarting in the second half of 1997. With this outlook, we think the RBOCs
have gotten ahead of themselves recently. On the long distance side, there is no “group call.” Its company
specific. This is also srue for the CLECs, Companies that can operate successfully i the current
environmant, and uwasition successfully to full service operators will be winners.

wmmcuﬁmn's'sm:weumuqmm Reed Hundt's speach below. We thiak
Uwese comments cap haip aaderstaad the FCC's current pasition on a variely of topies.

Pro-Comperirion ... means we want 1o promots ali compatitiors and competitive siritegies.
even-handedly and indeifferenily, as opposed to following the Unired Kingdom model end
promoting specifically angd unevenly alternative infrastructure developmen:t by the cable
indusiry, or @ single facilitles-based long distance carrier (ke Mercury

Owr choice of being pro-competition instead of being pro-any specific compatitur is why we
al the state and federal lavel are supposed 1o gusraniee all three of the basic rights of new
entronss under the Act: buying ot wholesals, leasing elemenrs, and imerconncciing from new
Jocilities. Effective enforcement of all three righis is necessary 1o expadite the entry of new '
compentors into the local exchange and access markets.

Our vigilancs in enforcing these righis is essential becquse the scope of the chullenge facing
Rew entants is quite broad, In every single exisiing sarvics territory the markes iy dominated
by one compeny - the hintoric monapolis.

...1 think thar our sarger is claar: over 1ime lowering traffic sensitive intarsware access
charges 10 forward lpoking cost and restructuring 1he cost recovery such that prices charged
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We_hava nat and do not view this level of access cuts (o be dramatic. This level of cues is in line with the
revenue reductions absorbed by the LEC industry in their annua) price cap adjustments. This level of cuts
cermainly holds down reveaue growth, but it in no way compromises their ability to fund capital investment

 and maiotain te lacal networks, which is a key concem of regulators and politicians.

The FCC is committed o changing the way uccess charpss are collestad. The agency wants to make the
method of coliection more reflective of the way in which costs are incurred by the LECs. Thus, it wan(s to
got away from collecting the access charges purely on a usage sensitive basis. The FCC is supporting the
Joint Board's recommendation to make accesx charge collection s combination of a fixed manthly per line fee,
and a smaller usage sensilive component. Just as sccess charges today are collected directly {rom tha long
distance carviers, theses newly formulated access charges will still be collected directy from long distance
carriers. And, just as long distancy carriers make their own decisions today on how 1o recover their access
costs in pricing to end users, they will do the same in the future. Thus, if the per line chargs ends up being
$2 per month for standard telephone lines, (3 reasonable level) the long distance careiers would be able 10
make the choice whether to pass this fae diractly to consumers, or ro some how mask It in their long distance
raies. :

Implications of A Fixsd Per Line Charge Combined With a Usage Sensitive Component. The change in
the way access charges ars collected has poiitive and negalive consequences for both LECs and new entrants.
For the LEC, the positive is that it will remove some of the opponunity for competitors to cherry pick high
end customers, who generats a lor access rsveaues through long distance calling. The negative is that witha
smaller usage sensitive charge the LECy won't enjoy as much of a revenus pick-up with volume growth, For
CAPs the new regims would take awsy some of the opportunity for cherry picking &t the lop. But as Reed
Hundt said yesterduy: “we want 1o wum CAPs into CLECs" (Competitive Local Exchange Carviers.) The
opportunity for CLECs remains undiminished by this change. Similarly, for long distance carriers, eager to
become CLEC this changs would not be significant. For long distance carriers the key issus is the size of the
access revenue cut, not s0 much its distribution. However, if long distance carriers have ta pay 1 high per-
line fee, then very low end customens become unattractive. If a current pre-subscribed customers makes little
1o no long distance calls, than the carrier will want to drop this customer, since the revenug might not even
cover the per line fee.

Implications For Stocks, We continue (o beliove the growth outlook for the RBOC: is @ 3% to 7% growth
vate. This is based on the level of access cuts described above, antry inlo long distance in the second half of
1998, and competitive pressuros starting in the second half of 1997. With this outlook, we think the RBOCs
have gotien ahead of themselves recently. On the long distance side, there is no “group call.” Its company
specific. This is also true for the CLECs. Companies that can opsrate succassfully in the current
environment, and wansition sucoassfully (o full servics operators will be winners.

Excerpts From The Chairmsn's Spesch : we've liftsd quotes from Roed Hundt’s speesh below. Wa think
,ﬁcmauhdpwuurcc'smnwpddwu-uﬁdydm

Pro-Compatition ...means we want ro promote ali competitines and competitive struragies,
even~handedly and indeifferenily, as oppased to following the United Kingdom modsl and
promoting specifically end unevenly alrernative infrastructure deveiopmen: by the vable
Indusiry, or & singile facilities-baser] long distance carvier like Mercury

Our choice of being pro-competition instead of being pro-any specific competitor is why we
at the state and federal level are supposed to guarantee all three aof the basic rights af new
antrants ynder the Acr: buying at wholesale, leating elemenis, and intercornecring from new
Jacilities. Effective enforcement of all three rights ix necessary to expedize the entry of new
competstors into the local axchange and access markets.

Owr vigilance in enforcing these rights is essential because the scope of the chalicnge facing
new entanss is guite broad. In every single exisling service lerritury the market is dominated
by one company - the hinnric manopolisi.

...d think thae our targer is clear; over lime lowuring trqffic sensitive interstare access
charges 1o forward looking cost and restructuring the cost recovery such that prices cliarged
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,;.mezhmmmimmdbyucr. That's what would hkappen in a

jve markes ansl thus we should seek to emylate this rezull in the absence of tuch

inion. Whare and when the murker for @ particular access sergice s workably
compaiitive, access prices should be set by them erkei, not by governmens, Tha big geustion
in mccess reform is not our igrges, but hew — and kow fast—~we gei there.
This inglficiont pricing [of access) discouruges brood entry by new entronts (becauss
revenuss ere eoncenirqred in high velume users) and detars uzage of long distance (bsceuse
s iz priced anificially high).
To get from whers we ore ioday 10 where we would like to be, the Joint Board thought we
should move soms traffic senxilive charges io flat ruie charges imposed on I1XCs by the
LECs. We're calling thix the fiat and ¢quitabls rate charge or FERC... .
... We s1ill have 1o decide how much usage-based charges showid be reduced on what we call

Day One, the effacrive dale for the changes in our access reform order, and how long we
shold rake 10 phase in (he rest of the reduction reguired to per 1o forward looking costs.
Nor is it obvious that FERC oughi to be imposed on all aceess linas.

In serms of rate levels, we may wish 10 huve differens approuchas for originating and
terminating access charges. There seems 10 be broud consepsus emong scomomises that
originating access raves will experience significantly more martel pressurs than rerminating
eccess.

The combinad cffect of the changes I'm discussing here todayis ro take a signficant ssep
toward gerring aceest charges ro cost immediately. with the bulk of additionsl reductions
coming luter, over lime.

AS 10 Jurure gccess reductions, it will be critical 1o set in motion a predicrable procass in owr
oprdar that will reduce access 10 forward lpoking econpmic cost within a reasonuble rime
period.

...ws aiso invend 10 address 1he question of LEC recovery of hiseoric costs...| do aot believe
however, thal we shol dbegin the inguiry into the hixtoric cost issue with the supposition thas
the LEC iz necersarily guaranteed a5 ¢ matier of luw a compiere cenainty of recovering al
Juch invastment. Takings is centainly one of our concerns here. bus we must aoe forget
“givings”. Loz me mention three: firs, giving the LECy cellular ficenses worrh bitllions;
second, giving LECs yetlow pages publishing opporsunities {aiso wortk billions); and third
giving LECs the oppornunity w0 anter long disiance, where they can lsverage rheir regulared
locsl asser.
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Summnary

On May 8 the FCC must issue its order on Access Charge Reformn and Universal Sesvice funding. The FOC
wants te keep the Stroet's expectarions in line with reality, and (o insure K is aware of expectations - thus
mectings have been conducted with the Street. The FCC is not telling people whak It intends to do, but rather
reviewing the vgrious opliont Our maeting yesterday provided no basis to change our current view on access
chargs and universal service reform: we continue 1o believe hat access reform will trim anpual LEC revenues by

billion. Reformed access charges will be comprised of fixed per-line charge, combined with usage sensitive fee

$5 to $7 billlon (net), by the end of 8 3 10 5 year transition period. Univarsal service fund would be $6 to $8 _l

o Meosting with FCC StafTere with brief visit by Chairman Hundt. Yesterday, February 26, we, along with
four other sell-siders, met with FCC senior staffers and briefly with Chairman Reed Hundt, The svowud
purpose of the maesting was to gauge the sapectation of Wall Street to various policy options in the FCC
arsenal regarding access reform and universal servics, The FCC has been holding thase meetings, and will
hold others, to snsure it is adequately considering all options in its policy development, and W insure the
Strect is wot in left fiekd as it relates to expeciad outoomes. This is a smart move by the FCC, of course
assuming, federal policy is not being dictated by stock prices - which of course it is not. By May 8 the FCC
is required to come up with its order on access charge reform and universal sarvice funding. The task is
daunting and the implications profound for the industry. These issues get a the very heart of U.S. telecom
policy and will bs two of the prime determinants of whether or not competition successfully encars the local
arena. (The others arc the interconnect ryles and the liming of RBOC entry into long distance.)

» Huadt Lays Out Policy Principles In Presentation to NARUC On Febreary 28. On Tuesday Chairman
Hundt presented and outlins of policy priorties and principles (o the National Association of Regulated Utility
Commissiors. It is useful to consider his points, becauss it was this speech that was the backdrop for our
discussion with the FCC officials on Wednesday. First, Hundt reinforced the notion that access charges need
to get down 10 forward looking costs. Second, that the recovery of costs had to be done on 8 basis thut
encourasged competition and reflecied the economic incurrence of cast. Thus, he supported the joint Board
recomynendation io collest access on both a fixed and variable basis - 4 fixed monthly per line chargs
combined with a lower usage element. Third, he reconfirmed his podition thai the LECs should not be assured
of fully recovering historic cots in access reform or interconnection. Fourth, he reconfirmed his commitment
to a iransicional implementation of reduced access chargex (not a dislocating flush cut).

e  Nesuggestion of revenue ncutral reform of eccess charges. Recently thare have been stories circulating
that access reform will end up being a “revenue-ncurral™ iransition for the LECy, We definliely did not hear
this ysstcrday. There can be several imerpretations of what revenue neutral means, By our definition, it
means that access charges themsejves are changed in such a way as to not effect tha net revenue collecied for
access. Thus, based on our dixcussion yesterday, we continue 1o believe chut access charges will be cut,
producing a het reduction in revenue to the LECs on an snnual basis of 35 to $7 billion by the end of a thres
to five year transition period. We expect the 1997 cut, and subsequent additional cuts to total ST 1o $2
billion, adding up to the towal $5 1o 57 billion.
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" We have nex and do o} view this Jevel of acesss cuts 1o be dramatic. This leve! of cuts is in line with the

revenue reductions sbaorbed by the LEC industry in their annual price cap adjustmenis. This level of cuts

corainly holds down revenue growth, but it in no way compromises their ability to fund capital investmen

and maintain the local networks, which is a key concsm of regulaiors and politicians.

The FCC is committed to changing the way access chargss are collected. The agency wants 1o maks the
methodofcolloﬂionmnﬂeainoﬂluWayinwhkhcwmineumdbythel.mx. Thus. it wants to
et away from collecting the access charges pursly on g usage sensitive basls. The FCC is supporting the
Joimt Board’s recommendation to make access charge collection a combination of  fixed monthly per line fee,
ond a smaller usage senzilive component. Just w8 accesx charges wday are collected divsctly from the long
distance carriers, these newly formulaied accass churges will still be collected diract]y from long discance
carriers. And, just as long distance carviers make their own decisions Woday on how 10 recover their access
costs in pricing o end users, they will do the same in the fumire. Thus. if the per fine chargs ands up being
52 per manth for standard telephone lines, (a reasonable lsvel) the lang distance carviers would be able 1o
make the cholce whether to pass this fee dirsctly to consumers, or to some how mask it in their long distance
rites. :

o Implicetions of A Fixed Per Lins Charge Combined With s Usage Sensitive Componest. The change in
the way access charges are collected has positive and negative consequences for both LECs and new entrants,
For ths LECs, the positiva is that it will remove some of the opponunity for competitors to cherry pick high
end customers, who generate s lot access revenues through long distance calling. The negusive is thar with a
smaller usage wonsitive churge the LECs won't enjoy as much of 8 revenue pick-up with volume growth. For
CAPs the nelw regime wollld ke away some of the oppartunity for cherry picking o the op. But as Roed
Hundt said yestordsy: “we want to lum CAPs into CLECs" (Competitive Local Exchange Carviers.) The
opporunity for CLECs remains undiminished by this change. Similurly, for long distence cariers, sager 10
become CLECs this change would not be significant. For jong distancs carriery the key issus is the size of the
acCBs revenue cul, ot 50 much its distnbution. However, if long distancé carriers have to pay a high per
line fee, then very low end customens become unatiractive. If a current pre-subscribed customers makes little
to no long distance calls, than the carrier will want to drop this customer, since the revenue mighe not even
cover the per line fee.

« Implications For Stocks. We continue 1o belicve the growth ourlook for the RBOCS is u 3% to 7% growth
rats. This is based on the level of access cuts described above, catry into long distance in the second half of
1998, and compeaisive pressures sianting in the second hulf of 1997. With this outlook, we think the RBOCs
have goties ahead of themselves recently. On the long distance side, there is no “group call.” Tts company

" specific. This is also srue for the CLECs, Companies that can operate succsssfully in the current
environment, and transition successfully 1o full service operators will be winners.

Excerpts Fram The Chairnan's Sgcach : we've lified quotas from Resd Hundt's speech balow. We think
Uwess comments cap help uaderstand the FCC's current position on a variety of topies.

Pro-Competirion ... maeans we want 10 promote all compatiriors and competitive sirutegies.
oven. handcdly und Indeifferenily, as opposed to following the Uired Kingdom model and
promoting specifically ang unevenly alternasive infrastructure development by the cable
industry, or & single focilitles-based (ang distance carvier like Mercury

Owur choice of being pro-competitivn instead of being pra-any specific competitur is why we
8! the state erd federal level are suppored 1o guuraniee all three of the basic rights of new
entronis under the Ace: buying at wholesals, leasing elemeoars, gnd interconnecring from new
Jacilities, Effective enforcement of all thres righis is necessary 1o expedite the entry of new '
compentory imo the local exchange and access markets.

Our vigilance in enforcing these rights is essential becquse the scope of the chellenge facing
Rew entants is quite braad. In every single exisiing service territory the markes iy dominated
by ons compeny - the historic monopotixi.

...1 think thet our sarger is clear: over time lowering traffic sensirive interstare accdss
charges 1o forward looking cost and restructuring the cast recovery such that prices charged
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We haxa not and do gt view this level of access cuts (0 be dramatic. This leve) of cuts is in line with the
revenue reductions absorbed by the LEC industry in their annual price cap adjustments. This level of cuts

- csrtainly holds down reventic growth, but it in no way compromises their sbility to fund cagital invesrment

and maintain the lacal networks, which iz a key concem of regulators and politicians.

The FCC is committed to changing the way uccess chargas are collested. The agency wants to make the
method of collection more reflective of the way in which couts are incurred by the LECs. Thus, it wants to
got away from collecting the access charges purely on a usage sensitive basis. The FCC is supporting the
Jomt Board's recommendation to make accesx charge collection s combination of o fixed manthly per fine fee,
and a smaller ysage sensilive component. Just ag access charges today are collected directly (rom the long
distance carviers, these newly formulated access charges will siill be collected direcdy from long distance
carriess. And, just as long distancy camriers make their own decisions todey on how 10 recover their access
costs in pricing to end users, they will do the same in the futire. Thus, if the per line chargs sads up being
$2 per month for standard telaphone linsa, (3 reasonable level) the long distancs carelers would be able 10
make the chaice whether to pass this fae directly to consumers, or to some how mask it in thair loag distance
rales. :

Imnplications of A Fixsd Per Line Charge Combined With a Usage Sensitive Component. The change in
the way accoss charpes are collected has positive and negative consequences for both LECs and new entrants.
For the LECs, the positive is that it will remove same of the opponunity for competitors o cherry pick high
end customers, who genesals a los access raveaues through long distance calling. The negasive is that witha
smaljer usage sensitive charge the LECy won't enjoy as much of a revenus pick-up with volume growth, For
CAPs the new regims would take away some of the opportunity for cherry picking ot the top. But as Reed
Hundt 2aid yesierday: “we want to wm CAPy into CLECs" (Competitive Local Exchange Carriers.)) The
opportunity for CLECs remains undiminished by this chunge. Similarly, for long distance carriers, cager to
become CLECs this change would not be significant. For long distance carriers the key issue is the size of the
ACCESS TRVENuE cut, not 50 much its distribwzion. However, if long distance carriers have to pay a high per-
line fee, then very low end cusiomers become unattractive. If a current pre-subscribed customers makes little
to no long distance calis, than the carrier will want to drop this cusiomer, since the revenue might not even
cover the per line fee.

Implications For Stacks, We continue to belisve the growth outlook for the RBOC: is # 3% to 7% growth
rate. This is based on the lcvel of access cuts described abave, entry inlo loag distance in the second half of
1998, and compstitive pressuras starting in the second half of 1997. With this outlook, we think the RBOCs
have gotien ahead of themselvas recently. On the long distance side, there is no “group call.” I company
specific. This is also true for the CLECs. Companies thar can operate successfully in the current
environment, and wassition sucoassfully (o full servies operators will be winners.

Excerpts From The Chairmsn's Spesch : we've liftsd quotes from Reed Hundt's spevah below. Wae think
‘Mmauhbwmmﬁsmnwwddmu-uﬁuydhﬁn

Pro-Compeltition ...means we want ro promate all competitiors and competitive siruragies,
even~handedly and indeifferentty, as opposed to following the United Kingdam modsl and
promoting specifically end unevenly alternative infrastructure development by the cable
indusiry, or & singie focilities-based long distance carrier like Mercury

Our choice of being pro-comperitiun instead of being pro-eny specific competitor is why we
at the ssale and federal level are supposed to guarancee all three of the basic rights of new
salrants under the Act: buying at wholesale, [easing elements, and interconnecting from new
Jucilities. Effective enforcement of all three rights is necessary 1o expedize the sntry of asw
compesstors into the local axchanye and access inarkets.

Owr vigilance in enforcing thase rights (s assential becayse the scope of the chelienge facing

new enlanls is quite broad. In every single éxisting service lerritory the markes is dominated
&y one company - tha kistnric manapolisi.

...d think that our targer is clear; over lime lowering trqffic sensitive interstare mecess
charges 10 forward looking cost and restructuring the cost recovery such that prices charged
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the way in which costs are incurred by LECs. That's what would heppen in a
rompatitive markes and thus we skould sesk 1o emulate this resuls in the absence of suck

* competition. Where and when the market for @ particular access sergice is workably

ive, access prices should be xet by sham erkei, not by government. The big qeustion
in sccess reform (s not our targes, bt hew — and how fasr—we pei thare.

This inafficiem pricing [of eccess] discourages braod entry by new entronss (becsuss
revenuss sre eoncentrated in high volume users) and dernrs usage of long dissance (becenuse
&r iz pricad anificially high). ‘

To get from whers we are ioday 10 whare we would like to be; the Joint Board thought we
should move soms wraffic senxilive charges 1o flar rute cherges impased on IXCs by she
LECs. We're calling this the flas and equitable rate charge or FERC... .

...We 3till have 10 decide how much usage-based charges should be reduced on what we call

Day Onas, the effective dase for the changes in our access reform order, and how long we
shold rake 19 phase in (he rest of the reduction required to ger to forward looking costs.
Nor is it obvious that FERC oughi to be imposed on all access linss.

In sarms of rate levels, we may wish ro have differans approschas for ariginating and
terminaling access charges. There seems 10 be broud consepsus among economists that
originating access retes will cxperience significantly more markel pressure than rerminating
sccess.

The combinad effect of the changes I'm discussing here rodayis o take a signficans ssep
toward garing aceess charges 1o cost immediately, with the bulk of additional reductions
coming larer. over lime.

AS 10 future &ccess reductions, it will be crirical to set in magion a predicrable procets in owr
order that will reduce access 1o forward lpoking econpmic cost within a reasonuble vime
period.

...we @S0 intend 10 address 1he question of LEC recovery of hisioric coits...| do aot believe
howaver, thar we shol dbegin the inguiry inzo the historic cost issue with the supposirion that
the LEC iy necessarily gucranteed s o matier of luw a complere cenainty of recovering al
such investment. Tekings is certainly one of our concerns here. bur we must aok forges
“givings”. Ler me manrion three: first, giving the LECy cellular licenses worth billions;
second, giving LECs yellow pages publishing opporiunities (also worih billions); and shird
giving LECs the opporruniry w0 snier long dissance, where they can laverage rheir regulared
local asser.
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Ratings: No Change

Summary
On May 8 i FCC must issus its order on Access Charge Reform and Universal Service funding. The FCC
wants ta kesp the Strest’s sxpactations in line witly reality, and to insure it is aware of expectations - thus
mestings have been conducted with the Street. The FCC is not telling people what I intends to do. but rather
reviewing the various options. Our maeting yesterday provided no basis to change our current view on access
charge and universal service reform: we continue 10 beliove that access reform will trim annual LEC revenues by
35 to $7 billion (net), by the end of 8 3 w0 S year transition period. Universal service fund would be $6 to $8
billion. Reformed access charges will be comprised of fixed per-line charge, combined with usage sensitive fee.

o Meeting with FCC Staflers with brief vizit by Chairman Hundt. Yeiterday, February 26, we, along with
four other sell-siders, met with FCC senior staffers and briefly with Chairman Reed Hundt. The avowsd
purpose of the mesting was to gauge the eapesiation of Wail Street to various policy options in the FCC
arssnal regarding access reform and universal servics. The FCC has been holding these meetings, and will
hold others, to snsure it is adequately considering all options in its policy development, and 1o insure the
Strect iy wot in Jofi field as it relaled Lo sxpecied oulbomes. This is a smart move by the FCC, of course
assuming, federai policy is not being dictated by stock prices - which of course it is not. By May B the FCC
is required to come up with its order on access charge reform and universal ssrvice funding. The task is
deunting and the implications profound for the industry. These issuex get af the very haare of U.S. telecom
policy and will bs two of the prime determinants of whether or nos competitiop successfully entars the local
arena. (The others are the interconnect ryles and the timing of RBOC entry into long distancs.)

» Huadt Lays Out Policy Principles In Presentation to NARUC On February 25. On Tuesday Chairman
Hundt presented and outline of policy priorties and principles (o the National Assaciation of Regulated Ulility
Commissiors. I is useful to consider his points, because it war this speech that was the backdrop for our
discussion with the FCC officials on Wednesday. First, Hundt reinforced the notion that access charges need
to get down 10 forward looking eosts. Second, that the recovery of costs had to be done on s basis that
encouraged competition and reflected the economic incurvence of cost. Thus, he supported the joint Board
recomymendation to collest access on both a fixed and variable basis - 1 fixed mombly per line charge
combined with a lower usage element. Third, he reconfirmed his position thas the LECs should not be assured
of fully recovering historic costs in access reform or intercannection. Fourth, he reconfirmed his commitment
to 2 iransitional implementation of reduced access charges (not a dislocating flush cut).

e Nesuggestion of revenue acutral reform of acoass charges. Recently thare have beep stories circulating
that access reform will and up being a “revenue~ncutral™ iransition for the LECs, We definitely did not hear
this yssicrday. There can be several interpretations of what revenue neutrsl means, By our definition, it
means that access charges themse)ves are changed in such a way as to not effect tha net revenue colleced for
aocess. Thus, based on our dixcussion yesterday, we continue to believe thut access charges will be cut,
producing a net reduction in revense o the LEC* on an annual basis of S to S7 billion by the end of a thres
o five year transition period. We expect the 1997 cut, and subsequent additional cuts o otal 51 0 $2
billion, adding up to the tocal $5 to 57 billion.
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